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Distnbunion
Michael C. Steitz. Carl R. Ceppert, Chicago
February S, 1993

Amertech Services, Inc. - 1992 Part 64 Compliance

In connection with our audit of the financial statements of Ameritach Services, Inc. (AS]) for the
year ended December 31, 1992, we have also reviewed the procedures with respect to the
allocation of ASI’s cost of providing services among the Ameritech Operating Companies
(AQCs). Our audit was made in accordance with generaily accepted auditing standards and
included the following procedures with respect to these cost allocations:

1.

2

We reviewed the procedures relating to the sccumulation, summarization and
billing of the cost of providing services as determined (n sccordance with the
November 30, 1983 Stockhoiders’ Agreement, as amended (the Agreemant), and the
Federal Communications Commission (FCC) Pare 32 (Section 3227) and Part 64
(Section 64.901) Rules and Regulations. .

We reviewed and tested the internal controls over the procurement, information
technology and professional services billing and cost allocation procedures.

As e result of the foregoing procedures:

1.

We have found no material wesknesses in ASl’s procedures relating to the
accumulation, summarization, allocation and billing of the cost of providing services
to the AOCs. These cost allocation procedures comply, in all meterial respects, with
the FCC’s affiliate transection rules contained in Part 32 (Section 32.27) and Part 64
(Sectton 64.901) of the FCC's Rules.

Nothing came % our sttention which indicated that the cose of previding such
services allocated 1o each of the AOCs wes not computed in accordancs with the
Agreament or that any material sdjustments of the smounts allocated to each of the
ACOC: are pending or contempiated.
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Date: Novembper 15, 1954

Subject: Ameritech Services, Inc. - 1992 Part 64 Complance

Should there by any questions regarding ASI billings, please contact us.

Michael C. Stoltz

Cari R. Ceppert

KOB

Copies to:

james R. Aerni, Cleveland
Patrick A. Cass, Claveland
Stephen P. Dickson, Milwaukee
Mark R. Holden, Indianapolis
Robert C. Kehm, Chicage
James A. Marren, Chicago

Jon Wierda, Detroit

Steven V. Wilkinson, Chicago
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SECTION IV

AMEP.ITECH SERVICES, IXC.
PGS. 173 - 228

PROPRIETARY AND CONFIDENTIAL INFORMATION (***) HAS BEEN DELETED .

FROM THIS REPORT. PARTIES “ISHING TO OBTAIN A COPY OF THIS

REPORT CONTAINING THE CC:‘FIDENTIAL INFORMATION SHOULD
CONTACT ILLINOIS BELL TELEFHONE COMPANY. -

' Frederick & Warinner




IV. AMERITECH SERVICES. INC.

This chapter assesses billings from Amentech Services. Inc. (ASI]) to llinois Beil Telephone
Company (IBT). The test year review period extends from September |. (991 through Augus:

31. 1992 (as specified in [BT s alternative regulatory framework filing).

BT affiliate relatioaships, including its relationships with ASI. are governed by the [linos
Public Utiliues Act and related [llinois Commerce Commission (ICC) rules which requrre tha:
BT recesve ICC approvai for affiliate agreements and for transactions in excess of 5% of non-
competitive revenues. or ons miilioa dollars. whichever is iess. Additionaily, Federal
Communications Commissioa (FCC) Part 64 and ICC 83 [linois Administrative Code Part 711
m@sm&&&um%mbﬂmmmw:ﬂ'ﬂmm&zu

ha.ndled."

A. RELATIONSHIP ASSESSMENT, BACKGROUND, AND PERSPECTIVE -

s

This section mﬁumumwwum&ﬁxmmmum
relationships and transactions, and delivers a summary evaivation of the reiatioaships.

SERVICE IDENTIFICATION AND FUNCTIONAL MATRIX DEVELOPMENT

S-W5-40001 Determine what services AS! provides to [BT and whether the services are l
necessary. :

ASI Organization and Associated Services Provided to IBT (and Other Affiliates)

The Ameritech philosophy is that AS] provides servicas for which the five Ameritech Operaung
Companies (AOCs) have 2 comunon need and which can be more efficiendy and effectively
provided oa a comsolidssed basis. Thess services are organized according to broedly focused
business procssses, such as the establishment of customer service. ASI itself is organized along
funwowm.dmﬁmmdmmymwﬁemmﬂ The
ASIorgmmﬂam(mn;of 10 depanuments) is shown ia Exhibit [V-1.9
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AS] Orgsnization
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Exhibit [V-1
ASI Organization
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The services provided by AST's |0 departments are categonzed by ASI into 12 major service
cutegones. Each serVice is displaved 1n Zxmon [V-2113 win tne respecuve department tnat
oroviges tne serVICe shown in the top of each box. These |2 services are grouped into two
divisions. with seven serices compnsing the Markeung and Business Development Division.
and five services compnsing the Information Technologies and Operauons Suppont Division. '+

iwes Commeresy Commuanas
Ferusey Mansguhent Asdit of the ALGlced Trassseness of Ulineis Sof Tadeptnas Compasy
Exhibit IV.2
ASIO ization/S ice Matri
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According to Ameritech management. services provided by AS! 1 the ABG companies (both
AOCs and ASI itssif) are meant to "suppon the deveiopment and implementation of strategies
for stimuiating revenue, reducing expenses. and providing high quality tslecommunications
services.™!'S The agresment for services provided by ASI to IBT is a two-page document whuch
became effective January |, 1984. It provides for centain services, including "purchasing.
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product selecuon suppon. matenal management, warenousing. COMPuULer syslems. accounurg.
audiung. legal-recruitment. managemen:. financial. lax. insurance. pension. nsutution
adverusing. fesearch and development. and other services.” as well as phvsical faciliues.
equioment. and computer systems. to be provided to (BT on an “as-arranged” basis 116 Thys
agreement also provides for ASI to bill IBT on a monthly basis for AST's cost of any services.
faciliues. and equipment rendered or made avaiiabie to (BT dunng the previous montn. anag for
payment of that bill by BT withun 30 days. This agreement has not beea updated or amended
since 1t was 1ssued in 1984. There is a similar agreement between IBT and ASI (aiso effective
January 1, 1984) for services provided by [BT.!!7

Based upon the consultant's investigations and anilfPlie. as further described in the Vaiue
Testing section (S-WS-40009) of this chapeer; the vided by ASI to [BT are
necessary. Muycfdnmw&dbymw
comudmaofmmnmmby# sy the other AOCs) but which have
smbuannsfeudtoASlfuhh-ho_gﬂ AOCs

B

L

h

mTPurdundServie.ln-m .

mrv-smmu-mmwd by ASI to all five AOCs over the
lmmym(mxmuwlmmx NWWWyu.
1992. A large oumber of employess were ransferred from the AOCs © ASI ia 1992; the BT _
portion is dispiayed later in Exhibir /V-6. Begianing in 1992, Bellcore charges to the AOCs
were included in AST's books, then passed on directly to the AOCs. IBT's proportion of charges
to regulated affilisses has remained ciose 10 30% from 1967 w 1992. The dollsr level of
services provided by ASI to noaregulated affffissss over this same time frame are not shown in
this exhibit, as these amounts are relatively insignificant compared to the charges (o regulated
affiliates.

s Commures Commmmen
Fosnsed Masagument Asdit of e Afaced Tranmeiens of (Miasis Bell Telapbons Company

Exhibit [V-3
AST Serviess Bilied to Reguinted Affilistes (AOCs)
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Exnuibrr (V-39 further delineates AST's services billed (shown :n Ezhudur /V-3). and other [T
sxoenses. by ASIdepartment,

limen Commerce Convaamnn
Ferused Managument Asdit of the AfTiksiat Trassacusas of Uinms Bell Tolaphone Company
Exhibit [V4
Breakdown of Expense Charges from ASI to [BT
(S in Thousands)

1. ] 1228 21 jl . /4
Legal/External Affairs L3 11080 13454 16077
Business Development 1.713 1.309
Markeung 74718 W32 a221 51.427
Technology Mansgement 2.421 16333 18.962 21213
Strategy Development & Integracion 666 43559
Accass 7350 33812
Quality : 120 298 161
Information Techaciogy 23500 2044676 367313 02U
Customer Servies - BAM 7194 33318 ess
Purchasing/Massrials Masagement §1411 99002 NIN 7640

CPO/HR . i .. an '
cro 14742 12122 2.003
HR 43292 5191 128603
Corporase Expense & Other -2 0B 13BN 1D
TOTAL 486400 S33210 652256 22609

Asset Transfers

The practices used for assst transfars betwesn AS] and the AOCs isciude having 2 lectar
agreement and invoice for supporting documentation. Asset ransfers from AS! to regulated
AOC affiliates are recorded at the lower of marikst or cost. Asset transfers from regulated AOC
affiliates to ASI are recorded at the higher of maricet or cost. ' ®

For 1987 forward, assets that have besa transferred 1o AS] from IBT have consisted primarily of
equipment. valued at $674,149 (bosk valus) during (990 and 1991 as shown in Eshibiz [V.5.'2!
This equipment comprised machinery and warehouse equipment (3259.452), offics squipment
($4.019), compussr-equipment ($211.609). and techaical equipment ($199.069). During this
same time frame, asset transfers from AST to affilisted companies were infrequant: no assets
were transferred to [BT.12

- —
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Exhibit ['V.§
Asset Transfers Between ASI and IBT

1990 Olisons Beil 144,049 Computer Equipment . Book
1991 [linces Bell 5$30.100 Equipment Book

Thase figees are for calenier years: aefere. & dvem 0e-a wahh Qhapur VI Estubu V-2 figwras (o & W-yanr Dasis) (s aet (aciuded

Empiloyee Transfers

Exhibit IV-6 illustrates the sumber of empioyee transfers betweea AS] and [BT for 1989 through
1992,

Siass Conmaver Commames -
l—mA‘d-A“t_-dﬂtl‘td‘-c‘—p

Exhidi [V-6 _
Employee Transfers Between AST and IBT
199 19% 1M 1"

Employess Transfarred from ASI 0 BT 21 19 4«0 S8
Employess Transfervad from BT 10 ASI 61 4 213 -

Empiloyee transfers bstwesa the two companiss geasrally increased each year: caly 1990
reflected a decline in ransfers betwess AST and [BT. Less than 100 employess have ransferred
to [BT from ASI each year since 19€9. Transfers 1o ASI from [BT, however, have jumped
substanuaily during both 1991 (when 213 empioyess transfesred) and 1992 (when 839
empioyees transferred 1o AST). )

Costs Traditionally Excinded from Niinecls Revenue Roquirements

In the past, ths [lincis Commerce Comemission has not specifically disallowed any of AST's
charges to (BT however. soms cost casgories are traditionally exciuded from [linois revenue
requiremenss, insluding corporame-image advertising and lobbying.'® Typically, there are
reiatively few AST charges 10 [BT for corporme-image advertising or lobbying, u:o«hng 1o BT
and AS] management: these services are primarily provided by Ameritech Corporate.'2¢
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EVALUATION OF SELECTED MANAGEMENT PROCESSES

pr——— L SRR R S R ——

- S-WS-50002 Determuine if decision processes and underiving anaivses emploved in i
‘ determuning the seiection and use of external vendors (inciuding non-affiliates |
and affiliates) for the development and delivery of services to reguiated
operations (s appropnate.

e——

This section addresses [BT's initiation process for purchases from all affiliates and non-
affiliates. [BT does not have any formal procedures for determining whether an affiliate or non-
affiliate. or both, shouid be considered when coatemplating the purchase of goods and/or
services. Once [BT determines that an affiliste. or 2 non-affilias. is to provide the goods and/or
services, [BT follows different procedures, depending oa whether the vendor is an affiliate or
non-affiliate.

Provision of Goods asd/er Servicss from Non-affllistes

BT has procedures in piace that cover all areas of purchasing from noo-affiliates. inciuding bid.
evaluation. and selection.!? ASI aiso bas similer procedures is place that define its purchasing

process. !
Provisioa of Goods and/er Servicss frem Affiiates

Various functions have besa coasolidased/centralized at specific [BT affilisses. including AST:
however, [BT does not have formal procsdures for the selection of aa affilisss as 2 provider of
goods/services. Initially, information techaciogy (VT)'¥? was consclideted, thes marketing, '3
followed by human resources. public relations, advertising, legal, costing, capital recovery,
separations, security, financial services, accounting, eaginsering, and administrative services. '™
BT ceiies pardy upoa ceatralization stadies to assess ths competitivessss/effectivensss of
affiliates providing goods/services. Thess contralizatien smdies oftea do not include a cost
comparison to an external provider, if a swassgic decision has besa mads to centralizs a
function. For exampie, whea IBT ascepted Amerisech’s decision (with AOC iavelvemsat) to

- centralize purchasing at ASL, IBT ackmowledged that the prics of specific goods may be above
or below markst prices; however, based upon management's convictiss that centralization
Mmhmbm“hﬂ“dmmmg
function yieided ssvings. Similerly, whea information syssems and marksting activities
transferred 1o ASL culseurcing was aot considered as part of the cemtralization studies.!»
Ameritech’s statad goais of centralization have been to:!3!

Shift resources t0 reveaus growth initiatives
Standardize products. services, and systems
Shift to a business process orientation
Lmprove speed of decision making

|

——
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While. ptulosophically, centralization/consolidauon is often considered advantageous (for
=xample. whes resulung in increased econorrues from perforrrung an acuviry one particular + a.
-ather than five different ways. or from the intention to seiect the "best of breed™ 1n operaung
systerns). it IS iMporant for a company to venfy that the onginai goals and objectrves of
centalizauon/consolidation are actually attained. Whiie funcuons have been
cenwralized/consolidated out of BT, [BT has not venfied on a formal, systemauc basis that
savings were actually achieved. It is unknowa whether the aatictpated level of savings actually
resulted. as ttus information and data is not available.!3? For exampie. in 1987, an information
systems centralization study was conducted. dunng which both expense and headcount
projections through 1992 were identified. However, until a response 10 a data request in the
course of the (BT reconnaissance audit (performed by the [llinois Commerce Commussion) had
to be developed. IBT had asempred neither to track projections to actual nor to document
resuits.!3?

S-WS-40003 Derermine if the management processes employed by IBT to govern its various
affiliases are appropriase in thas they provide the input and control necessary

IBT believes that it exercises control over AST's woek in two major ways: 13 .
®  Through actioas of the AS] Managing Board, which approves AST's toual budger and

Furthermore, each AOC president brings the concerns of his operating company to the monthly
mestings of the Offics of ths Bell Group Presidents (OBGP) whers swrategic dacisions.
strategies. initistives, and direstions are dewsrmined. The OBCP consists of the presidents of the
five AOCs, ASL AlS. sad the ABG. Ths OBGP charts the direction of the opersting compan:es.
partially through swussgic families and srmsgies. la parsicuiar, it sets forth the tasks to be
pursued and compiend by ASI specifically and ABG geasrally. Thare wers 11 sarmsegic famulies
(strategies) dusing 1992: cash family is under 2 OBCP president and is supponed by 2
committes, including members from each OBGP organization and additional support staff
from ASL. _ -

AS] Managing Board

The ASI managing board is responsible for providing direction 1o ASI oa bebaif of the
stockhoider: electing officers t0 one-year werms; approviag budgets. work programs, cost of
capital. and allocation factors: and declaring dividends and shareholder distributions. Its
members include each of the five AOC presidents. the ASI President, and a secretary (AS] Vice
President - Finance). On policy and administrative maners. each board member (except the
secretary who is 2 non-voting member) has one vote. On maners pertaining to expenditure

'’ ' /0
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funds or capital contnbutons. each AOC boarc memper 1s enutled to vote the shares of voung

stock owned by hus Of her respecuve AOC. sucn actions must be approved by at least 605 o (e
outsianding shases Of stock.133 The five AOCs ownershup of ASI 1s detailed 1n Exiubir fV. 7 1

{ilmes Commerce Commmuman
Feruaed Masagevnsnt Asdit of the AfTniwd Treamcuens of INines Bell Teiephone Company

Exhibit IV.7
Relative Ownership of ASI by the Five AOCs

Oliasis
&6 Shares 134%

Indinns
2 Shere 1000

Py — P Rere 1008

\
Chie -
Q Seru 1% -

Presently, there are 200 shares of ASI stock: 100 was divided amoag the AOCs whea AS] was
created, and an additional 100 shares resulted from the merger of Ameritech Applied
Technologies, Inc. and Amarissch Services, Inc. in 1991. IBT's relative ownership today is the
same as it was prior 10 the ASUAAT marger.!%

Affliste Management Precass

No one organization withia [BT receives. reviews, prossssss, adminiswers, and moaitors all
affiliated ransactions. Thass respousibilities reside throughout the IBT organization. In the
past. the organizations receiviag ths ssrvices/goods received the moathly bills and were
respoasible for reviewing, meainring, and peying the charges. Effactive January |, 1992, [BT's
Assistant Vice President (A VP)YCompueiler was givea corporass responsibility for budgeting.
receiving (inchuding bill ressigt, verificasion. and psyment functions), and assessing affiliated
costs. This repressmsed a major policy change from previous years ia that ASTs costs were no
longer budgetsd within [BT at the departmest level! but at the IBT corporaze level.!®

The primary process used by IBT for managing AS! work is AMP, which was previously
implemented on January 1, 1991, as a result of an ABG task foree.!”® The Director of Financial
Forecasts is [BT's AMP coordinator and [BT's repressatstive on the ADG Task Forcs on
Affiliated Interest.'® AMP requires that ASTs work efforts and budget bs catsgorized as either
business management work activity or project management work activity.!4! All of AST's work
efforts for supporting the five AOCs are documented in work profiles. which are used for
grouping resources based upon integrated objectives and funding levels and for apportioning
ASI resources among work efforts. For 1992, approximately 220 ASI work profiles were
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budgeted 1nto 16 business processes.'¢> Of the 1992 budgeted dollars. over 90% of ASI s suzge:
repr;sented-work that was a conunuauon of efforts from 1991.'47 Business management wom‘
activiues compnse approximately 80% 4 of ASI's work efforts. whule project management worx
acuviues compnse approximately 20%.'43 Of these two types:

¢ Business management work acuviues reflect infrastructure work. such as efforts
requireg 1o operate the curreat business. and include 1tems such as
‘product/market/channei managemsat. techaical suppor to front-line operauons.
persoans! staffing, accounting operanioas. and legal.'*® Various business
management work activities supporn each business process. '4?

¢  Project managemant work activities cover work efforts of a discrete nawre and
shormer duration, with identifiable start and stop dates. and focus on changing the
business.'*¢ They inciude new produst introductions. mechanization of exisung
processes. and design of new processes. echaologies. exc. For resource allocauon
dmun.mmmmmwmh-m—
STTAGIC ProOjects, NOR-SUEAgIC CORIBNING Projects, and non-straiegic (new)
projecis!® — whish cemprised appreximmely 11 strategic aad 192 non-strategic
effors in 1992.'9 Sumagic prejess (alse knowa as stramgic initiatives or
strasegiss), or 65% of e prejest mansgement work activity,'S! represeatad work'
approved by thse OBGPE theough 3 four-stags spproval process (opportusity -
analysis; business cass analyses: implementation/trangition plan: and performance
w&mﬂfﬂ.bllwsmm«
Financial Officer.!% 1 addition, 2 Shareholder
wubm«mumuumdmdmsm
vom 1 initiess 2 projest, thea all AOCs must participsse. If work doss not recsive
the 60% voes requirement, the AOCs can refime the work effort. ' Of the two
remaining casegociss of project management wark activity, noa-strategic coatinuing
projects repressnt these previously approved and funded projects oa which work is
mm”mmﬁqn.mﬁp&ﬂm
(m)mmmmmmammymmOBGP
review and approval.'®?

Work Profiles

AST's costs ase scoumuiated inse work profiles (and bill lines) fer billiag the AOCs. Thess are
based primarily upen disent assigament and the uss of 2 regional allocmor formuila.'® BT
allocation using this formmle, which is adjusied 10 reflect ths aumber of AOCs perticipatiag in
and benefiting from the wark astivity, approximates 30 perceat.'® Further elaberation of cost
assignment/ailocation msthodologies is provided in'a laser section of this chapesr.

From 1992 forward. the Resource Allocation Process (RAP) created work profils documsnts to
replace AST's work peckages (which described professional services provided by AST) and
product service orders (P/SOs) (which described information schnology werk efforts provided
by AAT, and subsequently ASD).'® [n 1991, there were approximasely 700 PSOs and 175 ASI
work packages.'®! mmmmmmnymutmmwuummm
professional services and information technology.'62

PN | ,z
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Work profiles are used for aljocating resources wiule integraung objecuves and funding leve|s
A work profiles{orm is used 1o document resource aliocauon decisions. affiliate nterest
recyuirements. aNd Objective setung: 1t also provides the means for tracking. Work profiles are
organized 1nto business processes and reflect the resources of vartous ASI orgamzations.
Inctuded 1n a work profiie document are customer ideatification. key assympuons. benefits,
resource requirements. descnipuon of work. dependencies and prerequisites. and
deliverables/objectives.'s3 Both expense and capital dollars are aiso inciuded. Upon initiauon
of a work profile. ASI compietes a work profiles document and distributes it to the AOCs for
approval.'ss Specific work efforts within 2 work profile are broken down into bill lines (for
accumulation of charges) and projects. AST's profile and project owners have overall
responsibility to manage AST's work efforts and deliver the benefits on time and within budge: 10

recipients at [BT (IBT's profile and project managers).'sS

An addendum to 2 work profile is ths one-page bensfit verification form, which is used to
document the used and useful nasure of the AS] sarvices being provided to the AOCs. The
AOCs compiets thess forms, attesting to the bensfit/ascessity of the work activity described. and
send copies o ASL. When ASI is the recipient of 2 work activity described by a work profile. an
AS] manager compietss the associased benefit verification form. !¢ ]

Business Precesses

A business process is a series of linked werk activities thet producs s resuit that may be an
internal product, a serviees, or a delivershis that supports the AOCs’ business. Business
processes are directad by process owners, who are ASI senior managers, vice presidents or
assistant vice presidents.' The ASI presses owaars st priorities. approve deliverables, and
approve funding for the efforus included in their respective business procasses.'® At [BT, senuor
executives constituts the process masagers, who fuaction a8 [BT's counterparts to AST's process
owners. The [BT process managers are responsible for moaitoring and assessing the work
efforts performed by ASI for [BT.'00

Other Management Processes
Work Profile/Part 64 Decumentstion

Each year 2 formal work profils decument is developed by ASI and approved by IBT. in which
the activities to be performed and the deliverables 10 bs provided (Dy work profile) during the
upcoming year ase established.!™ Furthermore. to ensure compliance with Part 64, BT
completes a quaseily affilisss transaction checklist. in which servicss actually provided by ASI|
mdamnmwm&nmmmu This checkiist — prepare.
by the [BT contract admiaistrasor, reviewed by the Part 64 AOCs Cost Allocation Manual
(ACAM) coordinator, and approved by the Pant 64 complisace director — is designed to enabie
(BT and ASI management to verify that transactions occurred as anticipated.'™

Planning and Budgeting

ASTs Vice President/Chief Financial Officer has responsibility to establish the overall schedu'e
collect work profiles, maintain any databases. issue reports. and perform other such duues (0

4
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faciiitate ASU's Resource Allocation Process. > The RAP was onginaiiv estabhished 1n (99 1~ -
iis goal 1s t071denufy, pnonuze. and allocate ASI resources. ™ L consusts of four pnases.
.c2nuficaton of ABG desired work efforts: pnonuzauon of work proposals: allocation of waork
and funding leveis: and approval of work programs and funding levels. ™

Through strategic planning. the OBGP identifies business processes. swategies. and legal
mandates which are funded first dunng the budget process. A graptucal illustrauon of the
budgeung process is provided in Ezhibir [V-8.!75 Once strategic activiues are funded. the
remaining budget (spproximatsly 7%) is available for non-strmegic conunuing projects and non-
strategic new projects. Prioritization of the underlying work profiles of noa-strategic conunuing
projects and noN-SUREPIC NEW Projecss is performed by the Resource Allocation Commurttee
(RAC) during the RAP.'" The RAC members consist of AS] employess who have knowiedge
of the needs of IBT's process managers. The RAC considers all requests and evaluates them
against available funds 10 deveiop proposed work profiles and prioritize those work profiles.
The proposais are submined 1o AST's process owners. who make the decisions determining
which work profiles © fund and have ukimees respoasibility t0 equate available funds with work
protile costs and the needs of the AOCs.'”? ASI prepares and spproves the work profiles, and
then submits them to the AOC;s for approval.'® From the werk profile information. ASI
prepares its final budget by work effort aad orgesization. IBT persoane! compile work profiles.
associated cost estimamms. aad benefit stmements, then provids them (o the respactive AOC -
process managers. The latwer revisw ths information and maks recommendations to their -
respective presidents regarding asceptance of an AS] werk profile.'™ Ths (BT President
provides written coasent and acknowiedgment regarding the services provided by ASI to [BT.'W

In the early part of the yesr, around March, IBT ressives its portics of AST's preliminary
budgeted costs as two sumburs: AST's cosss and Delloors costs. IBT goes through 2
prioritization process similar 10 AST's RAP aad gives its pretiminary budget data o ASI around
May.!$! Upon receiviag updamd AST work prodile budget dema, [BT incorporases this data and
updates its proposed budget, which is submittad to the ABG and Amstitech for final approval.'®?

Delivery Tracking .
Previously, neither AST nor IBT had 2 syssm w0 track ASI deliverabies for eash work profile.'*’
Only budget 1 actuai results for product servics orders wers mouitored: not deliversbles.' in
1992, however, the use of 8 delivery tracking report was established aad provided to [BT's
profile managers.'® :

BT does not formaily and routinely review and assess the quality (or costs and benefits) of

professional services provided by ASI w [BT.!® A recent example of an [BT-initiated cost

comparison study performed by an extemal consulting firm contained the following four
components: survey of COrporate services: telecommunications industry survey; survey of

marketng; and information technology survey.'s?

. - y
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Findings and Conclusions

The fouwm;mimmymummmmws-ws-

40001. S-WS-40002. or S-WS-40003 inciuded in the Relarionship Assessment, Background.

and Perspective section (Section A) of this chapter.
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The acuvities performed by [BT management in determining whether to use an extemnal vendor
inciuding affiliates. parucularty ASI) versus [BT in perforrmung work are often informal. Based
upon the auditor's invesugations and analyses. as further described in this secuon and
summanzed in the Value Tesning section (S-WS-40009) of this chapter, some functional areas
witun AS] formally evaluate alternative sources for provision of services. some do not.
Furthermore. IBT has not verified on a formal. systematic basis that savings have actuaily been
achieved by provision of service by affiliazes. This informality and subsequent lack of
supporung documentation is unacceptable for an organizauon that primarily serves Amentech s
regulated operations.

IV-F22

Since January, 1992. thoss charges from ASI to [BT have bess recorded on IBT's books at its
carporais level: previously thess charges were recorded individually at the deparumental level:
In the past, the A VP/Compuciier generasd reports regarding affilisss charges that were -
amounts which they used to track affilisss cosss billed 10 their departments. The respoasibilicy
for monitocing specific affiliass costs was pushed down iae the organization so that those who
workad directly with the affiliasss menitered the costs. Ths respeasibility for the resolution of
budgetiag and bdilling dispusss staread at the level directly recsiving the service, thea escalated t©
the division heads. depertment heads. and eventaily [BT's President. The A VP/Comperoller is
now responsibie for monitoring and trackiag affiliated costs.'™ The use of AMP alone — when
racking of affiliate costs at the depertmsstal level is act used by users — is not sufficient for
hoiding users accountbie for meseging AST's woek. The inchusion of ASI charges in
departmental budgets insreases swarensss of afffliiass charges by [BT managers. In the loag
term. the recording of afilliess cherges x 2 lower level within [BT msy reducs the overail
allocations to IBT as [BT managers sesk ways 10 coatrol growth in thess costs — especially if
their compensation is affectad by budgst overruss. The Amerissch organization states that,
often, thoss individuals mest knowledgesbie of the need of IBT users are 20 loager within the
BT organizstisn. This mey be ous; however. for BT users 10 heve sppropriass checks and
controls over ASI work (as process. profile. or project managers), thea they shouid also be heid
financially regpopsible for what work is performed on their bebalf. As loag as the owner
(ASIVmanager (IBT) reistienship is maintained berwesn AS] aad [BT management, budgeung
affiliated costs at a corporame ievel hampers monitoring and control.

IV-F33 The market vaiug of asset tansfers is not propedy decumenied.

Although no assets were transferred from ASI to [BT during the audit test year, some were
transferred in the opposise direction from [BT to ASL Ths market vaiue of asset transfers
between AST and (BT, however, is not property documensed. regardless of the direction. The
$674.149 transferred from IBT to ASI in 1990 and 1991 was equipment recorded at book vuue

LA |
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Ameriech s procedures in this case are to transfer at the higher of market or cost (book vaiye ;
White pook valueThaY likely be the higner of market or cost. (ittle documentauon exists. For
exameie, 31 4% (S211.609) of the S674.149 transferred was computer-related. Refer 1o Chaprer
VI for further elaboration of asset transfers from BT (o AS[ for the audit test vear (Septemper
1. 1991 and August 31, 1992). The consuitant met with the AS] empiovee who 1s responsibie

for establisrung market value of all computer equipment transferred between ASI and [BT.
regardiess of direcuon. Although outside sources are used to deterTrune market value,
supporung documentation 1s not kept by this empioyes regarding specific ransacuons. Instead.
the market value is provided verbally to IBT for deterraunation of the greater (or lower) of
market or cost, whichever is appiicable.'®® This iack of supporting documentation 1s imprudent
on the part of IBT.

Recommendations

The following identifies any recommendations associaed with work steps S-WS-40001, S-W'S-
40002, or S-WS40003 included in the Relationship Assessment, Background. and Perspecrive

secuon of this chaprer. -
IV-R14

Through the AMP and RAP processes, esch of AST's functional asess should be required to
justify why the AS] organization has besa selectsd % provide specific services 10 Ameritech's
reguiated operations — versus [BT or exmernal vendors. Whea the AOCs are considering
transferring services t0 ASL a formal costbenefit analysis should bs performed and retained in 2
centralized jocation for easy access by reguimsors. For services which bave traditionally beea
provided by ASL AS] masagement shouild be required 10 regularly aad routinely resxamine
whether ASI is still the optimal way 10 provids services to the AOCs. In this sinuation, 2 formal
cosvbenefit analysis aiso should be developed and retained.

wmimunmm-mm:muwm
has occurred, monitoring and trasking of actual resuits achieved must be performed.

Thepn:nam 1992 of having ASI affilims conts reported in BT departmental
budgets shouid be reinstased., 2s long as business processes, work profiles. and projects are
managed by [BT and owned by ASL

IV-R36

Supponting documentation. inciuding copies of outside source publications. as to how market
vaiue 1s determined fc- specific transactions should be kept by (BT (and/oc ASI) personnei.

7



Because BT s 2 reguiated enuty. (L must operate :n sych 2 Manner that raises few questicns
from reguiatOrS fegarding the appropniateness of asse: wansrers.

B. VALUE AND COST ASSESSMENT

This section summanzes the consultant’s assessmeant regarding both value and cost for affiliate
transacuons from ASI to [BT. The following three major phases were required in perforrung
the acuvities and work steps involved:

® Regulatory Impact Mode! (RIM) Development
¢ Sampie ldentificauon
®  Transacton Testng

The scope and objectives of the RIM Development phase were threefold. [nitially, through
review of cost accuinulation/assignmesnt and allocation methodologies. a familiarity of the
processes involved was gained. The uaderiying beses and faciors employed by ASI and [BT

- were then used in loading RIM. Through leadiag and anslyzing RDM sourcs data. as well as *
other techniques (described laer in the Sempile /densjficasion sestion of this chapter), the B
consultant identified thess AS] work efforss whars further investigetion and analysis were
required. The specific investigation and analysis astivities are described in the Transacrion
Testing saction of this chapwr; essentially, sampling of transastions was performed to ensure the
accuracy of IBT's internal control procedures and to identify any disallowabis costs. Finally.
sensitivity analysss were performed using RIM: these inciuded alternative cost allocation bases
and factors identified during transaction testing.

COST APPORTIONMENT PRINCIPLES, POLICIES, AND PROCEDURES

Cost apporticament policies and prosedures develeped by ASI are set forth in the “Ameritech
Services Cont Allocation Maasual® (CAM). The menual dessribes the methods and procedures
that AS] uses to allocas ol company coss for transactiens with its affilissss and non-
affiliates, inciuding the billing of such costs and reissed methods aad procedures.'®® The
purpose of the masual is 10 previds aa yndersuadiag of the verious methodelogies pursuant 1o
reguistory requiresnents pressribed by the FCC for the preveation of cross-subsidization of costs
for tansactions betwesa reguisssd and aonsreguisted affilisses. '™ la Dockat 86-111. the FCC
established two ssparsts but complemsntary sets of rules. Ous sat defines a cost allocauon
Mwmmmmmhwummoﬂmwa
carrier. The other set governs the reguisted accounting trestraeat for transactions for goods and
services between a carrier and its noareguissed affiliases. The PCC implements and eaforces
these rules by requiring casriers o file and maintain current cost allocation manuals
demonstraung in detail the application of these ruies to their particular operations. The cost
allocation procedures described in AST's CAM are designed by company mansgement to por: .~
costs in a cost causative maaner uniform with FCC Regulstions and similar requirements
adopted by the Olinois, Indiana, Michigan. Ohio. and Wisconsin public utility commussions *
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[n accordance with generyj]y accepted accounung principles. AS['s total costs are divided nio
accounts. these IECOUNts correspond to acuviues. The reason for apportoning ASI's total costs
among ail of 1L activities ;s 1o enable ASI to provide :nformation comparabie 10 the informauon
require< under Part 64 and similar requirements of the five states’ public utility comsussions.
93 The pninciples and procedures contained in the AS] CAM are supposed to guard aganst
subsidy of nonreguiated acuvities and to describe transactions berween regulated and
nonreguiated affiliates. Transactioas with regulated affiliates include services provided to the
five AOCs and common services provided to the AOCs through Bellcore: other transacuons are
pnmaniy with nonregulated affiliates.'™ For separating costs between reguiated and
nonregulated activities. ASI uses cost apportionment and accounung principies which group
costs into four apporuonment categories. The four cost catsgories and the principles used to
make the groupings are defined in the AOCs Part 64 Cont Aliocation Manual. as follow:

®  Directly Assignable Costs — [nvestuneats oc expeases incurred exciusively for
either regulatad services or nonreguiated acuvities. The source for these costs is
usually ume reporting and expease vouchers. %

®  Directly Anribusable Costz — [nvestinasts or expeases incurred for both reguissed
services and noareguiased activities that can be apportionsd usiag direct measures of
cost causation. such as usage.'™ -

® indirectly Anribusable Costs — lavestments or expanses incurred for both regulated
services and noaregulated activities for which there is an indirect measure of cost
causation that will reiase the costs to the final regulased or ncaregulated cost
casegory.'"?

®  Unagribusable Costs — [Bvestinents or expenses that are shared betwesa regulated
services and nosreguliaed activitiss. and for which 0o direct or indirect causal
reiationship exiss.!® Ths ues of 2 geasral allocator for time reporting and expense
vouchers is an exampis.'™ B

Transactions betwesa reguissed and seareguisted affilises are governed by contracts or service
agreements documenting the sasere and terms of the inmaded ransactions. The Stass of Dlinois
has an affiliated inesrest stanms thax requires [BT 1 flls contracts and services agresments with
the ICC.2° Thess wunsestiens ase resorded by IBT i its reguissed books based upea the rules
in Section 32.27 of the FCC's Uniferm Syswsm of Accounss for Telecommunications companies.
Affiliate transaction rules also apply 0 transactions berwesa nonregulased affilismes 1o the extent
that the costs assesigsed with thess transactions are subssquently transferved to regulated carmers
mwmm'm :
The pricing of individual affiliate transactions depsads upon the specifics of each ransaction. as
follows:
®  Tariff Rase — This is the price charged to customsrs under applicable tariffs on file
with federal or stase reguistory commissions. Tariff rams are used for pricing
transacuons with affiliates invoiving the provision of wariffed services.!

. 9
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*  Prevailing Price (Market Rate) — Tiys is the price held out by the providing =z
to the general public in the normal course of business. Prevaling prices are usec :
transacuions wieh affiliates if like ransacuons provided to nonatfiliates constitute 1
substantial poruon of the providiag enurty s total revenues from such transacuons. -
Except for possibly pncing asset transfers. the market pnces are generally not usec.

® ' Cost(Fullv Distributed Costs) — This is the amount recorded for transactions witn
affiliates for which no tanff rate or prevailing pnce 1s applicable. The cost of
services is determuned by applying a fully distributed cosung mode!l which.
according 10 ASI and IBT management. emphasizes the assignment of costs based
on causation and wouid inciude all costs reasonably allocable. It is determuned by
applying cost allocation standards of Section 64.901 of the FCC's Rules. The cost of
assets transferred is determined pursuant to the requirements set forth in Secuon
32.27. commoniy known as the FCC's Affiliats Transaction Rules.2®

RIM DEVELOPMENT
Review Cast Accumulation and Assignment Methedologies

S-WS-40004 mmmumumwpmm

Using Ameritsch's terminology, the sssigament and accwmnmietion of ASI costs are generally
categorized as being either directly assigned or indirectly amributable to work profiles/bill lines.
Those costs typically designated as directly assigned inciuds wages. benefizs, employee-incurred
expenses, and outside veador expenses. Thoss coss typically classified as indirectly agtributable -
include occupancy, direct administrasion, and overhead (Corporae services. accounting
operations, and administrative serviess).® Ths uss of the srminology “direcdy assigned” is
somewhat misieading. Kt includes aot caly thoss costs directly charged to IBT-specific work
profiles/bill lines/projects through empioyes timedexpenss reporting or through the accounts
payabie process. but it also insludes thoss costs that inisially ase disectly charged 10 work
profiles/bill lines/projects benstiting mmitiple AOCs and subsequently are allocased to IBT (or
the other AOCs). Ia this sissation, the costs “directly assigned” mey includs costs allocated via a
general allocassr besed upos Towl Operuting Expsases (TOE) and Total Plant Ia Service
(TP1S). This TOW/TPIS allocator is discussed in detail Laser in this chapeer.?®

mmmmammmmwmmvmmma
including: 28

®  Occupancy expensss are accumuiated by location 1o respoasibility cemers based
ummfmamfwuamwwudz*ndu:s
such as dats processing, ransponation shipment points (“trans ship” locations
Ameritech Mobile Communications (AMCT). esc. that are directly assigned by ASI
to specific affilisses; them the remaining occupancy charges are allocatad to projects
based upoa “directy asigned” hous

e
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¢ Dyrect admunistrauon eXDenses are accumulated by responsibility center and
allocated 10 projects based upon “direcuy assigned” hours.

vy e -

¢ Overhead charges are allocated as follows:
. Corporate services (execuuve, finance. audiung. labor relauons.legal. ete.) are
allocated to work profiles/dill lines based upon “directly assigned” hours..
Accounting operauons are allocated to work profiles/bill lines based upon

“directly assigned” dollass.
" Admunistrative services (human resources. e«c.) are allocated to work

prafiles/bill lines based upoa "directly assigned” hours.
o Dmpiusmgm(pi;%hmmummy)ﬁ’expems

mmumwmmfouwm
Muitiple Virtal Storags System (MICS) usage staustcs:
- CPU (Central Processing Linit) - seconds
- BASD(DhaimSchm)-cwtnﬁt
- prim foet i)
- T comofupm =
o OmaadjmmmuMasmy.

Furthermore. a cost of capital is also inciuded in AST's costs, as designased in the ASI -
stockhoiders' agreement: this ram is based upon s weighnd sverags of the AOCs' interstme and -
intrastate rate of return. 2 During the audit test year, for exampie, approximately 2.6% of AST's

tocal services billihgs were based oa cost of capital calcuistions.

Findings [V-4, VS, and IV-6 A s polisies and procedures in place for accumulating
Muamgeaa.awa@m

wmmm“ -
S- W5-4000S mmwmmammmmn

and its affiiases, specifically ASI, are founded upon reasonabie and fair factors
and bases.

--. L3
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While the majority of dollars charged by AST 1o IBT are based upoa services billing, other rypes
of ASI affiliated wansactions billing occur. The major casegories of ASI affiliated transactions
billing are:310

i Smhh;
- Professional services (ongoing services and special projects) and associated
expenses
- Procurement services and associated expenses . ‘
®  Conduit billing (non-AST expenses billed to the AOCs by ASI acting as the AOCs
agent)
®  Procurement (warehouse) billing for stock items (shipments, returns, and

rmuscellaneous credit M) ‘
. el
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¢ Procurement (warehouse) billing for non-stock 1tems (direct or flow-througn 1l
¢ Beticore flow-through diiling -

Over 99% of ASI's work 1s performed for its stockhoiders — the five AOCs. Supplementung tne
ASUTBT services agreement is the stockhoiders' (or owners') agreement. whuch specifies
management processes. charging mechanisms, etc.. between the five AOCs and ASI. For
exampie. 1f work 1s performed for oaly one AOC, the AOC is expected to pay for all of that
work. [f work that is approved by the ASI Managing Board will be performed for more than one
stockhoider, the stockhoiders' agresment specifies that the stockhoiders for whom the work 1s
being performed shall pay all of the costs of such work 1!

If particular work is performed for nen-sieckhoiders as well as muitiple stockboiders.
stockhoider recipients are expectad 0 pey their share of coms. after deducting any payments
from non-stockhoiders. The charges billed to non-sieckhoiders are detsrmined at the time work
is approved. and the stockholders’ agreement provides “that in no eveat shall any non-
stockholder pay less than its share of the Corporstion's fully alleeatsd cost of performing such
work were it a stockholder, 212

Services billiag occurs mosthly from Amerissch Cost Accounting Syssem (ACAS) for noa-
procurement items and from ACAS via a Cost Menagement Asalysis Report (CMAR) module
for procurement items. Professional services billing is peimaerily based upoa persoane] expsnses-
(wages, benefitz, and employes-incurred expenses) and outside veador expenses. The higrarchy
used by ASI is gensraily direet billing, followed by aliccation. Ia direct billing, time and/or
expenses are specifically designased 1 projects. Soms projects are AOC-specific; others are
regionally based in nanare. Fer thess latter typs of projests. the TOR/TPIS aliocaor is used to
allocate expenses. For indirectly astributable expenses. allocation (as previously described) is
used. Procurement services billing recovers time and expenses relased to regional purchasing
and matenials management activities, including:313

depresistion, cccupancy,
transporuion) selass specifically w 3 partivuiar AOC and include local warehouse
operations and assosintad buyer activities. Thess expeases ase identified using
project codes, with management costs allocassd pro-rats © Projecss based upon
PrOject expenses. Any direct expeness (CacUt cosupEncy) that are not project coded
ass diswibuted proportionmely based on project coded wages and beneflts within tus
camgory. Occupancy is allocated using square foorage dedicazed 10 a particular

. S;-deq-(mwm“mm
muwmmwhmqmmgvg.Aoc
on a composise basis. These expenses are captured using either respoasibility or
project codes.

- Regional distribution center (RDC) expsases are allocasnd to bill lines through
mmr«w«mmmw“wf«

OCCUPERCY EXpenses.
Central purchasing expenses are allocated to specific bill lines through annual

studies.
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